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Redesigning the corporation mquiresmmew set 
of tools and concepts. 




by Peter F. Drueker 

Ever since the new data pot^sstatg tools 
Brstemerged 30 or 40 years ago, business- 
people have both overrated and underrated 
theiiB.ponan.ee of information in the orga* 
ni&stion. We -and I include myself - over- 
rated the possibilities to the pomt where 
we talked of cx}mputer«genezat.ed "husi* 
nesa^models!'.that could tmke.4poisiom~ 
and might even, be able to run mu<&- ofjthe 
hissi&ess. But we also grossly uadeixafed 
the new tools; we saw in them the means 
to do better what executives ^ ; epf ; alreMy 
ddingto manage their orgaaisM^fe* 

Nobody talks of business r^ojlls mak~ 
lug economic decisions arfppjpre. The. 
greatest contribution of ouir 3^ ; ^5pcess- 
ittg capacity so far has not e*exi#een to 
oaaaagement. It has been to op#atio|is-f()r 
esaitipie, computer-assisted tfesiglt:pr the 
marvelous software that arcMtlttis tio# 
use to solve structural problems in the 
buildings they design. 

Yet even as we both overestimated and 
underestimated the new tools, we failed 
to realize that they would drastically 
change the bisks ro be tackled. Concepts 
and tools, history teaches again and again, 
are mutually interdependent and inter- 
active. One changes the other. That is now 
happening to the concept we call a 
business and to the t<x>ls we call in- 
formation. The nevy tools enable us- 
indeed, may Unvx us- to see our busi- 
nesses differently 



□ as generators of resources, that is, m 
uz&mizMions that can convert' business 
costs -into yields; 

O as links in an economic chain, which 
managers need to understand as d whole in 
: 0iiei Ib'-msmage their costs? 
[Ms society's organs for the creation of 
•Wciith^and 

□ aslioth creatures and creators of a mate- 
rial e^lftmment, the area outside the or- 
ganization in which ogportimities and re- 
sults lie hut in which the threats to the 
success M)d the survival of every business 

I^ ^lcie deals with the tools execu- 
ti?e$;;:l^i&e to generate the ^formation 
they Deed. And it deals with the concepts 
ij^eilyteg those tools. Some of the tools 
have been around for a long ume, hut 
rarely, if ever, have they been focused on 
tfe,t'pk of managing a business, Some 
have & -fee refashioned? in their present 
ffi^p;:'^|iey no longer work. Far some tools 
thkt. ! ^:^ise. to be important in the future, 
^.tote-ib far only the briefest specifica- 
(j^P&^fM tools themselves still have to 
be. deigned. 

Even though we are just beginning to 
understand how to use information as a 
tool, we can outline with high proba- 
bility the maior parts of the informa- 
tion system executives need to man- 
age their businesses. So, in turn, can 
wc begin to understand the concepts 



54 



EXHIBIT 2 



xecutives Truly Need 



likely to underlie the business - call it the re- 
designed corporation - that executives will 
have to manage tomorrow. 

from Cost Accounting to 
Yield Control 

- --We mayHhave-gone- furthest in- redesigning 
both business and information in the most 
traditional of mxr Information systems: accounting 
in fact, many businesses have already shifted (mm 
traditional cost accounting to activity-based cosh 
ing< Activity-based costing represents both a differ- 
ent concept of the business process, especially for 
manufacturers, and different ways of measuring, 

Traditional cost accounting, fim developed by 
General Motors 70 yeats ago, postulates that total 
manufacturing cost is the sum of the costs of in 
dividual operations. Yet the cost that matters kn 
competitiveness and profitability is the cost of the 
rental process, and that ks what the new activity 
based costing records and makes manageable. Its 
basic premise is that manufacturing is an inte 
grated process that starts when supplies, materials, 
and parts arrive at the plant's loading dock and eoiv 
timies even after the finished product reaches the 
end user Service is still a nisr of the product, and *i 
^installation, even if the customer pays, 

Traditional cost accounting measures what it 
costs to ito a ta*k, tor example, to cut a screw 

j'i'tct f\ I truck* t is (Iw ( Lirkf? Pntfcssi w nf SfH'Uil St -trtwr 
mul Mmuifteiwui at the dhuenwm Gttnhunv Schtml m 
< fareimm. • %tliUirriM where (he Pruckft XUmuKemnu 
{.enter tv/is otttnvrf ui his hunor 



thread, Activity-based costing also records the 
cost of not doing, such as the cost of machine 
downti me, the cost of waiting for a needed pan 
or tool, the cost of inventory waiting to be 
shipped, and the cost of reworking or scrapping 
j detective part, 'The costs of not doing, which 
traditional cost accounting cannot and does 
not record, often equal and sometimes even ex*~ 
eecd the costs or doing, Activity-based costing 
therefore gives not only much better cost control, 
hut Increasingly, it also gives result control 

Traditional cost accounting assumes that a cer- 
tain operation ~lcnr example, heat treating- has to be 
done and that it has to he done where it is being 
done now. Activity-based costing asks. Does it have 
to be done? fi so, where is it best done? Activity* 
based costing integrate* what were once several 
activities- value analysts, process analysis, quality 
management, and costing - into one analysis 

Using that approach, activity- based costing can 
substantially lower manufacturing costs - in some 
instances by a futi third or more. Its greatest im- 
pact, however, is likely to be in services. In most 
manufacturing companies, cost accounting is in- 
adequate, But service industries - hanks, retail 
stoics, hospitals, schools, newspapers, and radio 
and Television stations - have practically no cost in- 
herniation nt all. 

r\ctivit.y based costing shows us why traditional 
c<»i amounting has not. worked tui semcc compa* 
nies. It is not because the techniques nie wrong, 
h is because traditional cost aec.oununj; makes 
ibr vvumg assumptions Service companies cannot 
si.nl with the cost of individual operations, as 
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If U.S. 

used activity* 



futility of tfteir 




manufacturing companies have done with tradi* 
rionaicxst-a<xaa^ttog. They mmt start with the as- 
sumption t^jbsm is mlf om cmt: tfait erf tibe to- 
tal system. Axid it fe^Sxe^oost over any gives time 
ptricKi/T%e between fi^id and 

variable ra&ts;fcfti^ costace^unti^g 
m based, does -not tMfce much sense m services, 
' -Neither >dbes the'basie assumption of tra^itiqnat-^ 
cast accoy^^:t&i ; cgpi^l "cm be sutetftlipcl tm 
labor. In toto^e^ 
ftddithmtf i^^Vtefteerit will likdf^fe^&e 
more, rafhertbftn^^iUbor. Bar ex^mpter^feelp^* 
ul th»t bu** Wte^tic tool may h«w tt MM- 
four or fivep^^eto^it, Other toowfe^teed 
otgaji^ttoy T i^^ !i to4 : to team the same le&sbii. 
But that allmim art-:feed over a given vm& pmd 
and that resources cannot he substituted for crtie 
other, so that the tdtoi- op^ratioii has to be cotted- 
those are precisely the assumptions with : which 
activity-based : costing starts. By applying them to 
services, we are.Mg^iog for the first time to get 
cost information and yield control , 

Banks, for ii&taace, have been trying for several 
decades to apply conventional cost-accounting 
techniques to t£t0ixbutfnes5--that is, to figure the 
costs of individuei operations and services- with al- 
most negligible results/Now they are beginning to 
ask, Which one activity is at the center rrf costs and 
of results? The answer: serving the customer. The 
ccki p^r customer in any major area of hanking is a 
fixed cost. Thus it is the yield per customer- both 
the volume of services a customer uses and the mix 
of those services -that determines! costs and prof- 
itability. Retail discounter*., especially those in 



'.^$t^i'.'Eun>pe f have known that for some time. 
^|:^ume th« once a unit oi shelf space is in- 
^llig^ithe cost is iked and management consists 
=<rffttt|mizing the yield thereon over a given time 
bpm Their focus cm yield control hm enabled them 
•fc4|iM?&se profitability despite their low prices ami 
km margins. 

Service businesses are only hepnning to apply 
tie ngw to&ti^ mMr-m .re* 

Bf&dL Vk]A t wlisfe pkoftaod vity k nmA? impos- 
sible to measure, we may always have to rely on 
assessment aitd judgment rather than on measure- 
jSr^nt. Bat for most kaowledge-based and service 
work, we should, within 10 to 15 years, have devd* 
4ped reliable tools to measure and manage costs 
Md to relate those costs to results, 
• Thinking' mote clearly about costing m services 
ishoxsid yield new instgbtH into the cam t*f getting 
•t§4d keeping customer in ail kinds of huainesnes. If 
Ford, and'Chiyster had used activity-based 
costing, for example, they would have realized 
early on the Utter futility of their competitive 
blitzes d: the past few yean, whidk-oftered new-car 
buyers spectacular discounts and hefty cash re- 
wards. Those promotions actually cost the Rig 
Three automakers enarmotas amounts of money 
md { worse, enormous numbers of potential cm* 
tamers. In tea, every one resulted m a nasty drop hi 
...jaaxte-standtag. Buuveithcr the costs of thejps-. 
eial 'deils their oeptwe fmlm appeased in the 
mmprnim' mm^tmi^mhc<m-mmmMMg. figures, 
so mailagetnfet iiever mw the damage. Convene 
tkriiol cost mmmm%dmws mly tte costs of mdi- 
vid^'-msnu^priiig of^tiona On i^latiton, m4 
those were not aifected fry tfe ^scotmts tod re- 
bates 1 in the'ntarketpkefev Also, eowMtioM cost 
acckmiing does' not show the- impact of pridstg de- 
cisions tm sxich- things $s market share. 

Activity-based costing shows- or at least at- 
tempts to show -die impact of diaa^'in- the colts 
and yields of every activity <m the results of the 
whole. Had the automakers used it, it noon would 
have shown the damage done by the discount 
hluses, In fact, because the Japanese already use a 
form oi activity-based costing- though still a fairly 
primitive one - Toyota, Nissan, and Hands knew 
inciter than to compete with VS. automakers 
through discounts and thus maintained hath (heir 
market share md their profits. 

From legal Fiction to Economic Reality 

Knowing the cos? ol' your operations, however, is 
ikm enough, Tn succeed in the, mcrea&fnjdy compel 
uive y,Iuha! niarkei. a enmpanv lu? to know th<' 
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costs of us enure, economic chain and ha* to work 
with other members of the chain to manage cusw 
und maximize yield. Companies arc therefore he 
ginning to shift from costing only what goes on in- 
side their own organizations to costing the entire 
economic process in which even the biggest cum 
pany is just one link. 
The legal entity, the company, i* a reality for 
" shareholders, for creditors, for employees, md 
Snr cas: collectors, But azammiieallr* n is fiction. 
. Thirty yeans ago, the Coca-Cola- Company was a 
* franchisor* Independent bottlers manufactured the 
product. Now the company awns 0*0*1 of its hot 
tHn^ nptmimm in the United States, But Cake 
dnnfcgs-* even those lew who know that face 
could riot cate less: What matters in the market- 
place *s the economic reality, the costs of the ent ire 
process, TcfStrdless of who owns what . 

Again arid again iri business history, an unknown 
company &a* eoiae from nowhere and in a few 
short yeAwovcrtakeft the established leaders with- 
out apparently even breathing hard. The expbna 
linn always girea 1$ superior strategy, superior 
icclwoidg^ superior marketing* or lean manufac- 
turing. Bbi'in every single case, the newcomer also 
enjoys a-tnkwrfoO* cost advantage, usually about 
The zeaion is always the same: the new conv 
pany km^wi manages the costs 
oi the entire wtiomtc chair^ rather 
thanitsctistsaldnfil 

Toyota iS : fNSffc&ps the hestpubli- 
ci zed trample- of a company that 
knows m& manages the costs erf its 
suppliers and dis^utors; they ate 
all, of course; members of us kei 
mm> Thmj^ that network, Toyota 
manager the total coat of making, 
dUtnbuti^^d scwcing it& cars as 
1 me cost stream, putting work where it costs the 
leant and yield* the most. 

Managing the economic cost stream as out * 
Japanese invention, however, but 51 U.S. one, it be- 
gan with the man who designed and built General 
Motots, William Durant. About 1908 Duram he 
^in to buy small, successful auromohile compa< 
nie^-Butek, Otdsmoblle, Cadillac, Chevrolet - and 
merged them into his new General Moiors Corpo- 
ration fn t$16, he set up ,i separate subsidiary 
called United Motor* to buy small, successful pans 
eompanie*. His first acqiumuons included Delco, 
which held Chailes K*ucnng'& patents tu the auto- 
motive &cl(Hrtsnci 

!)unmt ultimately houjibt abnui 20 supplier cum 
junu-y hi* hist acquisition in thr vear hetore 
he w.is miMed ,<s < ;M's t X > wan Fish* r fcxlv ! Hi 



rant deliberately brought- the parts and jcccssohc* 
makers into the design process of a new automobile 
model right turn* the start Doing so allowed him to 
manage the total costs of the finished car as one 
cost stream. In fact, Durant invented the keirctsu 
However, her ween 1950 and I960, Durante kei- 
refsu became an albatross around the company'* 
neck, as unionization imposed higher labor costs 
on GM's parts, divisions than on their independent 
competitors, As the outside customers, the inde 
pendent automobile companies such as Packard 
And Studetakcr, which had bought 50% of the nut. 
put (if GM's parts divisions, disappeared one by one, 
GM*« control aver bath the costs m& quality of its 
main suppliers disappeared with them. But for 40 
years or mare, GM's systems costing gave u an un- 
beatable advantage over erven the most .efficient oi 
Us competitors, which for most oi that time was 
Studebakcr. 

Scars, Roebuck and Company was the Hr&t to 
copy Durant's system. In the 1920s, tt established 
long-term contracts with m suppliers and bought 
minority interests in them. Sears was then able to 
consult with suppliers a* they designed the prod- 
uct and to understand and manage the entire cost 
stream. That gave the company an unbeatable tost 
advantage fear decades. 



In 1 he early 1930s, London* based department 
store Marks & Spencer copied Sears with the same 
rusuh. Twenty years larer, the Japanese, led by Toy 
ota, studied and copied both Sears and Marks & 
Spencer. Then tn the 1980$, Wal-Mart Stores adapt 
ed the approach by allowing supplier* to stock prod 
ucus directly on store shelves, thereby eliminating 
wat chouse inventories and with them nearly one* 
third ol the cost of traditional retailing. 

But chose companies are sull rare exceptions. Al- 
though economise have known the importance ul 
costing the entire economic chain since Alfred 
Marshall wrote about u in the late lSS>0s P mo>i 
busmcsftpeople Mill consider it theoretical abstrac- 
tion Increasingly, however, managing the ucu- 
nnnue C4wr ch^ln will K^mne <\ necessity In cbeii 
aitvK' I r * nxi lun Pr^vhietion o» the lean Enter 



What matters in the "marketplace- 
is the economic reality, 
the costs of the entire economic 
process, not who owns what. 
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prise'' (HBRi March-April 19941, James Jl Wqmack 
ami Daniel T. ftaes argue pe^msiv«iy^ri^t. : er^u- 
rives.nesd to organize and nonage not oftjjy the cost 
chain but also everything else -especially corporate 
strategy: and product planning - as one -cpottippuc 
whole, regardless of the legal boundaries of indi- 
vidual companies. 

A powerful force driving companies toward 
ebonomi^chaia costing will: fee the sniJ^&om"bt>st> 
ledpriqteg to printed costing. TTaditioa#y # ; West> 
era companies, have started =with wata, pat a de* 
sked: profit margin on. top, and : arrived a priee, 
They (netted cost led pri^. -Se^^d : Mas & 
Spe&£® long ago switctad&t fsdk^l^fiOsdtt&'ia 
which the price the customer is wlltfig to pay 



mn Sears 

detsriBte^s allowable costs, b^»i^i-.witlilht: de* 
dgtt.stSiie.- Until recently, rb#$e .-iCppp^sies were 
the ewt^-cms. Now prioe4ei cos?t#g k becoming 
the rule. The Japanese first adopted it for their ex* 
pom JNow V¥al-Mart mil alUfae discounters in the 
UEifeirSt^s, Japan, apd-JBt^i^ftr?. ppeticing 
pri«3^'1^tuig, h underBes Chrysler's success 
v^^l^^pcear model* iP&b* m&mm CM's 
S^totil Soitipariie^ can. practice price4£$ acting, 
however,* only if they know and -manage the entire 
<^0^mmcmim chMn, 

The ?anie ideas apply to ^tsouicing, ^aoccs, 
add^p&i ventures - indeed, to any busiri&Ss struc- 
ture that is built an partnership rather than con* 
troi tod soch entities, rather than the tradition- 
al model of a parent company with, wholly owed 
subsidiaries, are mcre^&ingly beaming the models 
far jjpprt&eaperidiy in the global economy. 

Stilt, it will he painful (or most businesses to 
switch to economic-chain costing. Doing so re- 
quires uniform ox at least compatible accounting 
system* at companies along the entire chain. Yet 
each one does its accounting in its own way, and 
each is convinced that its system is the only pos- 
sible one. Moreover, econoimc*chain costing rc« 
quires information sharing across companies, and 
even within the same company, people tend to re 
sist information sharing. Despite those challenges, 
companies can find ways to practice economic- 
chain costing now, as Procter & Gamble is demon- 
strating. Using the w;iv Wal-Mart develops close 



relationships with suppliers as a model, PAiC'is 
initiating i»*ormation sharing : cc$aomic*dh$iin 
msisagenient with the ,0O.;bi.rge ce&$e*s that dte- 
tribute die hoik of its products worldwide. 

Whatever the obstacles, econ<«»ic>^hain costing 
tjs going to he done. Otherwise, even the' most effi- 
cient company will suffer from an iiicre^ing eost 
disadvantage. 

Information for WeallhCr^atl©n 

Ente^rjses.i&te paid to create we#lih ; not central 
easts. But that obvious-fact i * not reflected i&tiftU - 
tional measurements, Bm*ye-af .$cc>^^ 
dertts aretaugjtit- that the imlanc^^b^^p^ri^^'^ 
liquidation valufcol the ^itefprise 
and provides creditors;, wi^vtofpc* 
case i nfornni tkm r But ^n^^ri^es are 
not normally. run w? : .fe-i^Wated» 
Th^y have to b&j^^ 
concerns, that. iity'^Qf: cre- 
ation. To- do; that requ^e$ iitj£gnn&- 
uon -that enables .c^i^ut%s to /make 
Informed judgments* itim^ta^ four 
gets of diagnostic tools: foundation information, 
produfcfjyttX information, copi^ace iafonpa* 
tiba, and inlbrrr^tian about .the ^l%arian of:$fisrce 
resources. Together, they cunsritte the executive's 
tool kit for managing the curtent^usincss, _ 
" ^'^tifel^n Inloria^tion* The. oldest ,.md wiou 
widely 'ti&t set of diagnostic man^mcpi topla are 
cash-flow and Ipiuidity ^oje<*j^^| : s^ 
dard measurements as : the rati& bfcf^ 
in^im^rie*? and sales of my? c$mi ;the5.iftceii3g% cov- 
erall for the interest payments on^h^dis^ and 
the ratios between recidv&hie^ 
thsn six months, total receivable^ aftd sales. Those 
may be likened to she measamqSei|fe,a (bctqr tafess 
sit a routine physical: weighs pu'te. tenipersturt^ 
b!t>od pressure, and urine analystsVlltlioaereitdhi^ 
axe nonnai they do not tell m m\xch if they are ab- 
normal, t hey indicate a. problem that -.needs to be 
idaiti&si and treated Thow measurements tni^it 
he called foundation information, 

grt^luc^yity tofotination. The second set of tools 
for busitiess diagnosis deals ftrich chfe •pfqdyptivity 
of key resources, The oldest of them- of World Wir 
II vintage - measures the productivity of manual 
iahui. Now we are slowly developing measure- 
mews, though still quire primitive ones, for the 
productivity ot knuwledsg^hascd and service work. 
However^ mcii**uringon!y the productivity of work- 
ers, whether hi iu. or white collar, uu longer gives m 
adequate information about productivity. We need 
dntaon total iovtor pnmn in 'JV 
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That explains the growing popularity ut ecu* 
nomie value-added analysis. EVA is based on some- 
thing we have known for a kmg lime: what wc gen* 
rrally call profits, the money left; to service equity, 
ih usually not profit ai ail* Until a business returns 
a profit that is» greater than its cast of capital, it op- 
crates at a loss, Never mind that it pays taxes as if 
it had a genuine profit The enterprise still returns 
less to the economy than it devours in resources, h 
docs not cover its hill costs unless the reported 
profit exceeds the cost of capital. Until then, it does 
not create wealth; it destroys it. By that measure- 
ment, incidentally, few U*5. businesses have been 
profitable since World War 0. 

By measuring the value aided over costs, m- 
eluding the cost of capital, EVA measures, in effect, 
the productivity of al/ factors oi production. It docs 
not, by itself, tell us why a certain product or a cer- 
tain service does not add value or what to do about 
it. But it shows us what we need to find out and 
whether we Med to take remedial atium EVA 
should also he used to find out what works, It does 
show which product, service, operation, or activity 
has unusually high productivity and adds un- 
usually high value. Then we should ask nuMelvts, 
What cm we learn from those successes? 

The mu&t recent of the tools used to obtain pm* 
dueti^ty information is beaich marking- comparing 
one's performance with the best performance in the 
industry or, tetter yet, with the best anywhere in 
business: Benchmarking assumes correctly that 
what tint* organisation dogs, any other organisation 
mu do as well, And it assumes* also correctly, that 
being at fomi as good as the tender is a prerequisite 
to being competitive. Together, EVA and bench- 
marking provide the diagnostic tools to measure 
total-factor productivity and to manage it. 

Competence Monition, A third set of tods 
deals with com potencies. Ever since C\K. Prahaiad 
and Gary Ham el's padibrcaking article, 'Hie Core 
Competence of the Corporation-' [HER May*)une 
1990), wc have known that leadership rests on be- 
ing able to do something others cannot do a* all or 
find difficult m do even poorly. It rests on core com- 
potencies that meld market of customer value with 
a special ubility of the producer or supplier. 

Some examples; the ability of the Japanese to 
miniaumir. electronic component*, which is based 
mi their W year- old artistic tradition n( putting 
landncape paintings on a tiny lacquer box, called an 
inm. and ot carving a whole son oi animate on the 
even limn hniion that holds the box on the wcar- 

i \ mw.i/v.' ,i J V <s it ■ utteMurabU: Ungih in 1^6*1 Imik, ►ViJtwjiW. f"? 

ftn* L» J v***.* >.flturi! (til fUtoHcfcl t\«itti.'Unt>2N, Altai! Mjff&ill. 
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er's belt, called a netsuke; or the almost unique 
ability CM has had for 80 years to make successful 
acquisition^ or Marks & Spencer's also unique 
♦ability to design packaged and rcady<-t«»eat luxury 
meats for middle-class budgets. But how does one 
identify both the core competencies one has al- 
ready and those the business needs in order to take 
and maintain a leadership position*' How does one 
find out whether one's core competence is improv- 
ing ur weakening? Or whether it is still the ri&ht 
core competence and what changes it might need' 
So far the discussion of core competencies has 
been largely anecdotal But a number of highly »pe- 
cialited midsize companies-a Swedish pharmaceu- 




tical producer and a US. produce? of specialty tools, 
so name two - are developing the methodology to 
measure and manage core competencies. The first 
step is to keep careful track of one's own and one's 
competitors' performances, looking especially for 
Unexpected successes and unexpected poor perfor 
tnance m areas where one should have done well 
The successes demonstrate what the market value* 
and will pay ior> They indicate where the business 
enjoys a leadership advantage, The nonsuccesses 
should be viewed as rhc first indication either that 
tbe market i.s changing or that the company's com 
potencies are weakening. 

That jnalysis allows for the early recognition of 
opportunities. For example, by carefully tracking 
an unexpected success, a U.S. toolmaker found that 
small (apanesc machine shops were buying itn 
bighrcch, high-priced tools, even ihmigh n had not 
Jesrened tbe tools with them in tmnd 1*1 made vile* 
» «*1U to ihem. That allowed the company a> tennv 
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nise.anew core competence: the Japanese were at- 
trailed to its products because they were easy to 
m'&f&fc&to &nd repair despite their technical com- 
piapty. Vfelien that insight Was applied to designing 
products, the company gamed leadership in the 
smail^phutt and machin<**shop markets in the Unit- 
ed States tod Western Europe, huge markets where 
it h^doae practically no business heforc;. 

Core campclcncies are different for every organ* 
zatiom they are, m to speak, part of an omw*v*~ 
tkmfs pmunalsty. But every ftrgpoizatipn ^tm fust 
bafe.La^SBe$ - needs one core competence; irniovw- 
doa^d every organization needs a way- to record 
airfi^gra&e- its innwtittv&p&fotmimaci In organ!- 
zatkms already doing that - among them several 
wpQi$tt pharmaceutical manufacturers - the start* 
ingpoint is not the company's own ppiioii^inct It 
is a careful record of the innovations in tlie 'fenfire 
fidd'ipriQK a given period. Wuc&'ttf them were 
mdysibce^ful? How many of them -w^ tfprs? Is 
qui p&pirmance commensurate with ofir ; oljj«- 
tiTes? ^li^the direction of the- maxiet? Mth our 
mj^&^&§t^ With our research $pen|ffi^? Arc 
our $oc(^03i innovations in the area* hlpt&xm 
growth antf opportunity? How many of the truly 
uz^rtsnt i^wa tioiV qg^tf unities did we miss? 
Wly ? Beeat^:We did not iec. them? Or because 
we saw th.em-biu di^m^§ad:ttem? Or because we 
botched th.|m? And how well do We convert -an in- 
Iri0¥$tipn1l|to a commercial pix^^&^gpod deal of 
that, adip^tedty, is a^ssitscnt r thm mea- 
suiemi^l It raises father than aimwiet^/^&fetion^, 
bat it niiii : the right questions. 

Se^feAtlocation Infomffctfm, The last area 
ialillfi&agnostjlc information, is needed to man- 




^ the current business ior wealth creation in the 
■tiffl^mm-td sfcarcfc resources; uepiial and periorm- 
jn^i^^le/Fhose two convert into action whatever 
tnfpti^uon management has shout its business, 
THHijiw the enterprise- will do we IS 

or M poorly, 

GM developed the first systematic capital^appro- 
pri#ttets;pr^ess about 70 years ago. Today practi 
caii^^^^ has a capital -ajppropri-atitms 

prp-ee^/'but few use it correctly. Companies typi- 
csifJypi^ti^eAcdr proposed capita! appropriMons 
, by only one or two of the following yardsticks: n> 
tutH oni^vestmfnt, payback period, caih flow, or 
d^ito^pressat value. But we have known for a 
l^iigy-mnbe #te early 1 930s -th^t iione of {how 
is-^d^t 1 mfethod, lb understand v a p^u&cd in- 
vefe;tftferit, ar company needs to look at aU foiu. Sixty 
y^i^^p/{l|||^0ii3.id have required endless number 
^0^^^^ 4* Uptap computer can provide the 
i^^^a. : «tert a few minutes. We afeo have 
lm^m^^t yfeats that managers should never 
look it p^om^ppbpm^d capital appit^riarian in 
i^l;ifibii ; Wfc: : shltild. instead choose the project* 
that s&$v & bdst Utio between opportunity and 
rkte^at^iip^ a capital-apprt^iliations budget 
to dl^lty the c&ices - again, something far ton 
m^yl^^ni^^:^ nm do. Mint scrimps however, 
is that: most eipit^appmpri^tions processes do not 
even askfe two. vital pieces of tatoraa&Km: ~ . 
a^&:wiil happen if the proposed investment 
fails liiipodtsce'tfec promised re^ak^-as do tluree 
fiat rf^|^: : iMf : - : Would it ^rictoiy 4tnt the ccirn<- 
pany r or would it%b just a flea hits? 
□tf&^nvlsb&nt^ t* 'succ^titUl:- ami especially it 
k.:i^ ; dfe ^u ; fc6#iftil -than we ejepeot-what wilLit 
cod^^W'tb? No one at GM seems to have asked 
what Siium^ seecess w<mld cammit : eN company 
to. As a-'rewU, the company may ^^up kUikg its 
own ■5floceSs because of its inability to hnaacc it, 

rna^itio^ $ capital appropriations, request re- 
qui|5es.^GifJc dcudime^: Wlien should.' we expect 
w}t^Tfittd«tf'li'etttfae results -success, near sue 
c^^/Bifearfailures, and failures-need to he report 
ei^fid w^yswd. There is- no better way to improve 
i ^k^i2isitiun's perfdrnumctf than to measure the 
: resyks of'^pttal sppropriatiorts against the pjorn- 
! ises -and ?*pecMriuns that led to their authnriza 
tidri. tfew much better off thv United States would 
be today had such feedback on government pro- 
grajii^heen standard practice fer the past W ycar^, 
Capital; however, is only one key resource erf ihv 
urganizition, and it hy no mcum the scarcest one. 
The scarcest resources iu ;iny organization <m per 
foWngfM^pk. Since World War 11. the U.S. mih 
tary - and -si j f;u no one rUr has Icainrd tu 
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hs placement decisions. It now thinks through 
what it ttttpect* oi senior ufttcers before it put* them 
inin key commands. It then appraUc* their per 
tevrmance imnst those expectations And if ton 
stantly appraises its own process for selecting se- 
nior commanders apinst the successes and failures 
nt its appointments* In business by contract, place 
mem with specific expectations as to what ihcap» 
pwntec should achieve and systematic appraisal uf 
$ hi: outcome are virtually unkmwa. In the effort to 
create wealth, managers need to Allocate human re- 
sources as purposefully and w thoughtfully m they 
do capital. And the outcomes of those decisions 
ought to be rcoQflfed and studied as carefully 

Wh^re the Results Are 

Those tour kinds of information tell us only 
about the cuaent business. They inform and direct 
tactic* Far tttattgy* we need organized informa- 
tion about the roviranmcnt. Strategy hast 10 be 
hashed on information about markets, customers, 
and nuncustomera; about technology in one's own 
industry and others* about world- 
wide finance; and about the chang 
ins world economy. F*>r that is where 
the results arc. Inside an organiza- 
tion, there are only cost centers The 
only profit center its a customer 
whose check has not bounced, 

Major cHanfee? also start outside 
an organisation. A retailer may know 
a great deal about the people who 
shop at its at»rt'4. But no matter how 
successful it U, no retailer ever has mare than a 
small fraction of the market as its customers? the 
Kreat maturity are nonaistonncrs. It w always with 
ivmeustnnm that hasic changes begin and become 
significant. 

At feast hall the impoitant new technologies that 
have transformed an industry in the past SO years 
came horn outside the industry itselt Commercial 
paper. Hfhich has* revolutionised tmanee in the 
tinned States, did not originate with the banks 
Molecular biology and genetic engineering were 
m it developed by the pharmaceutical industry. 
Though titer great majority of businesses will con* 
some UTopeme only locally or regionally, they a!i 
<nu-, di lea&t potentially, global uiinpefitirm (rum 
places they hate never even luMfd n| before. 

Not all of the needed information about the out 
side available, in be sun*. I'hcre is no infor- 
mal tun - imt even unreliable information - on eu>- 
EM'tnti conditions in most of r hio.i for msumo m 
i>n SoraI citfuhtumis m r-«M »«f the -\me*<s<ii st,iU ^ 



to the Soviet empire, But even where informal ion in 
readily available, many busmews are oblivious- to 
it- Many U.S. companies* went into Europe tn the 
1 960* without even asking about lahui legislation 
European companiea have been iu*t aa blind and ill 
informed in their ventures into the United States. 
A major cause uf the Japanese real estate invest* 
went debacle in California during the IWO* wan 
the failure to find out deraentar* iaets about rim- 
ing and taxes 

A serious cause oi business tailure i* the common 
assumption thai; conditions - taxes, social legisla- 
tion, market preferences, distribution channels, in 
ullectua! property rights, and many others - must 
hi* what we think they are or at least what we think 
they should be, An adequate information system 
has to include information that makes executives 
que&ttnn that assumption, St mmt lead them w ask 
the right questions, not jmt feed them the informa- 
tion they expect. That presupposes rim that execu- 
tives know what information they need, ft de 
mands further that they obtain that information on 
a regular basis. It finally requires t hat they system 



atically integrate the information mm their deci- 
sion making, 

A few multinatiuAdU- Unilever. 0*ca>Cola, Neu- 
rit, the Nir Japanese trading companies and a few 
hi« cuiifctrueticm companies - have been working 
hard on building systems to gather and organize uut* 
side information. But in general, the majority of 
rruerpmes have yet to start the. iuh. 

t ven bin companies, in large pan, will have to 
hue oiit^tdcis to help them. To think through what 
the business needs requires somebody who known 
and understand* the highly specialised information 
field There is tar ton much information tor any bor 
spi\ uhsxs to find their tvav around The sources are 
rotaiU diverse C!»mpanu\s can generate some ot 
the mioimauon themselves, such .is information 
ahum customers and noncustom* or about the 
technology in one'* own field. Hut iwwi of whai en 
teipu^s need to know about ?m uavmsnmem is 
nht;jm<ibK f>niv front oto^nk vuio-- • tn»-n all 
kmd* ol vl-o.i hank s and dat.i -ei \ u • * Mum iut:ruals 



inside an organization, there 
are only cost centers. The only 
profit center is a customer whose 
check has not bounced. 
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in mmy languages, from trade assopatiatt*, inmi 
Wmtttmmt publications, from World Bmk reports 
aftd.sctefujflc p&psffc, und fmiB .specialized studies. 

Another rmoo then? is need lor oar side help b 
that she tnfotnutioft has to be organised m it. qaes 
lions and challenges n company's strategy, To sup' 
ply dat$ is not enough. The data have in be tut* 
gnited with strategy, they have to test a company's 
a'^gmptidm, mA they must cMUe*t&&* company* « 
eutscm outlook. One way c« do that may be a new 
kind ol software, i nforaiat Um tailored to a jpecitic 
group- say, to hospitals or to casualty insurance 
edQBMMta* The L*xis database supplies spch infer- 
nk^pn rokwy^-s, hut it only ^ymmm^m it <kms 
r^l-isiqti^tiansu What we tided :«re service that 
n^e^cific$uggc5tii>n$ about .few to use the in- 
forfawion, ask specific questions regarding the 
mm& f ibbtijuals and'p«ctl^-and-pcfrWp» provide 
mtiii|bh ¥ e coostdf&tfem.- Or we migbf "cnitsource" 
dse^i^intofinttbii system, Matyfe? fchfc mm% 
p#pilii# provider of the- cmieiie-iBfemBticm. sy* 
tei» specially far smaller ettte^iis**, viriil be that 
'imifa outsider/' the indcpecnlqat cdtejjhwit. 

Whichever way we satisfy it, the need lor in< 
formation on the environment where the major 
thtmm. md oppoKumtta art likely- to mm will he* 
come i&ereasingjy urgent 

lt-,my he argued that few erf those iaformatiqn 
-needs are new, and thai is largely trtfc^ConceptiK.. 
att^n^y-crf the new me«urem0prs.have : 'J^^.4fe- 
W&Sfcr uupy years and in tmny $tocc*. What, is 
nm to iN tschak^l: d$f* pmam%im aM&Y- h civ 



able* us to do quickly and cheaply what, only a k*w 
abort years ago, would have h^akho'tious «nd very 
c^osite. Seventy years ago, «ke cimt-and-mc«ii>n 
study- made traditional com acropatiixg po§Bffak ; 
Computers have now made activlt^h^cd cmi ac- 
counting possible* without them, it would he jwae 
tically imp^sihle 

Sdpt. tittf-j^umcm missis the pmm< Whit i$ 1111 
pomiM is mi the tods, It m the* concepts bdtind 
ihcim. TlH&y amvctt what were always <se£n M.di^ 
crete ^eclmiqy.es to he used iaisotettaii-tod for sep> 
grate purposes into one integimted infoiroation sys- 
t&h/fftet system then makes } poBBMe-Mmmm 
&U&mu& t buftiocs* strategy, and hummm deci- 
sion*. -That is a new and radically difiEeceet view 0! 
the meaning and purpose of mm- 
sitmmcvA on winch to base lutvifrfe actiftti' ratter 
thm m & postmortem and a record -of what bM al 

Tfate eom«*iuad- and-conc mi • ot^&mit itro • that 
itmtesB^^ia the MPOs mi§m^^mp^^ to 
i>tsia|am;. held tygeihet by itfc i«i/1|te coipora^ 
tiari tKat U new ^ merging is fe^desip^d iitiimd 
a. skeleton: mfomunum, U^.tWm^Utim new 
integrating system ^nd its ^rtiCalation, 

C'te traditloriai mind* mi -<*veo if we u se m^phi$ii» 
eat^d mathemaika! lechnictn^s iBd^iiB^Heti^hie 

business es buying cheap m\4 $dUxt$&mr, The new_ 
i^pMch4elines * business as-tbe oi^npiti0ri that ' 
aMs valpi 4iid creates weJJilt 9 
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